other sources used to estimate income inequality, tax data has the advantage of providing a measurement of the distribution of income over a relatively long period of time, which facilitates historical analysis. However, the use of tax data to measure income trends presents a number of problems. Among these is the propensity of taxpayers to characterize their income in ways that reduce their tax burdens, so-called income shifting. For example, when tax rates increase, more income may take the form of nontaxable benefits. As a result, the "income" reflected in tax data may not remain steady over time, a problem the WTID researchers acknowledge. Pass-through income taxation represents one such distortion. In the United States, business income is generally taxed in one of two ways: it is subject to the corporate income tax, with distributions taxed to owners as dividend (or, in some cases, capital gains 3 ) income, or it is passed through to the firm's owners and taxed to them as individual income. Among its many implications, the growth of pass-through income taxation complicates the data that the WTID researchers have used to estimate historical changes in the distribution of income in the United States. Because tax data includes pass-through income, and because passthrough income has increased significantly in recent years, such studies may overestimate the recent growth in income inequality, at least to the extent that pass-through income has flowed to high-income taxpayers.
This paper explores the consequences of pass-through income on the tax data used to estimate income trends in the United States. Although Piketty, Saez, and their collaborators' methods have been heavily scrutinized, I am unaware of any study that considers this issue in depth. 4 By measuring some of the distributional effects of pass-through income growth, this paper seeks to obtain a more accurate estimate of recent income trends in the United States. I
hypothesize that controlling for pass-through income reduces the amount of income inequality reflected in the tax data. However, this is only true to the extent pass-through income has flowed to high-income taxpayers. To the extent that pass-through income has flowed to taxpayers at lower ends of the distribution, tax data would underestimate the true level of income inequality.
Thus, the real question is where pass-through income has been going. This paper focuses only on the distribution of pass-through income within the top 10 percent of the income distribution. 
II. The Growth of Pass-Through Taxation
Over past three and a half decades, a steadily greater share of U.S. business income has been taxed on a pass-through basis. When taxed on a pass-through basis, a firm's income is attributed directly to its owners and taxed to them as individual income. Rather than being subject to a separate corporate income tax and taxed to owners only when earnings are distributed to them, business income is thus "passed through" directly to the firm's owners.
The growth of pass-through taxation has three main causes. The first is tax law. For most of the income tax's history, top marginal individual income tax rates were significantly higher than top marginal corporate income tax rates. However, since the 1980s individual and corporate rates have moved closer together. This development has reduced the incentive to retain business income in a corporation. 5 At the same time, the creation of S corporations, limited liability partnerships (LLPs), and limited liability companies (LLCs) has meant that business owners no longer must incorporate as a C corporation to obtain the benefits of limited liability. REV. 615 (1997) .
"check-the-box" entity classification regulations adopted by the Treasury Department in 1996 eased the ability of business owners to obtain pass-through treatment for federal tax purposes. 
III. The Problem for Tax Data
The 12 Tax data has a number of advantages over the CPS in measuring historical trends in the distribution of income. In the first place, tax data gives a picture of income over a much longer time period-from the onset of the federal individual income tax in 1913 to today-than is available from the CPS, which provides information on income distribution from the mid-1960s to the present. 13 Moreover, tax data includes relatively detailed information on high-income taxpayers, whereas the CPS, for reasons of confidentiality, is "top-coded" so that all incomes over $1,099,999 million/year are recorded in the data as $1,099,999. 14 Given these advantages, analysts generally consider tax data "more accurate and more complete than survey data, such as the CPS" as a basis for estimating historical income trends at the high end of the income distribution. 
IV. Pass-Through Income at the High-End of the Income Distribution
This section considers the effect of pass-through income growth in the top 10 percent of the income distribution. It focuses on the top 10 percent both because the majority of passthrough income flows to this group and because of the relative richness of the data. 20 The WTID provides income composition data on five different groups within the top 10 percent: 10-5 percent, 5-1 percent, 1-0.5 percent, 0.5-.1 percent, and 0.1-001 percent. The WTID divides income into five categories: (1) wages, salaries, and pensions; (2) entrepreneurial income; (3) dividends; (4) interest income; and (5) rents. 21 Entrepreneurial income (EI) consists of "business, farm, partnerships, and S corporation income" and is thus synonymous with pass-through income.
22
The chart below compares the shares of EI as a component of total income for each highincome group. Two trends jump out. The first is the long-run pattern of EI. In the late 1930s, the top 5 percent of taxpayers began to derive an increasingly large percentage of their income from entrepreneurial activities. This trend peaked in the mid-1940s, after which followed a period in which EI declined as a percentage of income across all high-income groups. Interestingly, this was also the period of historically low-income inequality across the entire income distribution.
By the early 1980s, high-income taxpayers were deriving on average less than 10 percent of their income from entrepreneurial activities. Since then, however, EI has increased as a percentage of income for all groups. Much of this might be due to changes in the structure of the economy, but 20 The WTID provides data on the composition of income among the top 10 percent but not for the bottom 90 percent. 21 The WTID also provides data on capital gains income, but this is not included in the composition of income statistics. 22 Thomas Piketty and Emmanuel Saez, Income Inequality in the United States, 1913 -2002 , (November 2004 , 35, http://eml.berkeley.edu/~saez/piketty-saezOUP04US.pdf.
it might also be partially explained by the shift towards pass-through treatment of business income.
Figure 2: Entrepreneurial Income as Share of Income for High-Income Groups, 1918-2011
The second thing to notice is that, while EI constitutes a significant component of income for all high-income groups, this is particularly true for those at the upper end of the distribution.
Since the early 1980s, the percentage of income attributable to entrepreneurial activities has been much greater for the top 1 percent of taxpayers than it has for the top 10-1 percent, with the top 0.5 percent of taxpayers deriving an especially high percentage of their income from EI. As with long-run trends, the recent growth of EI among very high-end taxpayers might be the result of 1918 1922 1926 1930 1934 1938 1942 1946 1950 1954 1958 1962 1966 1970 1974 1978 1982 1986 1990 1994 1998 2002 Examining general income trends does, however, allow us to make some interesting inferences regarding the top 0.5 percent. Among the noticeable aspects in the chart below, which was also produced using the WTID, is the spike in the income shares of the top .05 percent from 1986 to 1988. These spikes may be attributable to the Tax Reform Act of 1986, which brought top marginal individual tax rates below top marginal corporate tax rates for the first time. As described above, this shift in corporate and individual tax rates was one of the major causes of pass-through income growth. Interestingly, no group outside the top 0.5 percent experienced a similar spike during this time. We may thus hypothesize that the top 0.5 percent took advantage of the 1986 Act to shift business income from corporate to pass-through treatment. The data also shows that this was not a one-time event. Rather, as the chart below demonstrates, much of the growth of the top 0.5 percent's total income share is attributable to EI. 1917 1921 1925 1929 1933 1937 1941 1945 1949 1953 1957 1961 1965 1969 1973 1977 1981 1985 1989 1993 1997 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 
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Rents overall income between high-income groups, does not tell us much about the degree to which pass-through income has been distributed among the top 10 percent. However, AEI does provide a general sense of the quantities in question. 
A. Controlling for pass-through income concentration at the top of the distribution
This paper has identified a potential shortcoming of the data used to draw conclusions about trends in income inequality in the United States. Where business income was once taxed almost entirely at the corporate level, it increasingly manifests as individual income. While some of this development may be due to changes in the structure of the economy, it also represents a form of tax shifting. As such, estimates of the recent growth of income inequality may be inflated. At the very least, the data presented above makes it clear that pass-through income has been a critical component of the growing share of income captured by the top 0.5 percent of taxpayers.
So far, researchers have failed to analyze or control for this effect. Further analysis may shed light on how much of the EI growth is attributable to tax shifting and how much is due to structural economic changes. To the degree that researchers find that tax shifting is behind this trend, they may wish to control for this effect. One way to do so would be to adjust the top 0.5 income shares downward based on comparisons with other countries or with other data sources, although either approach is subject to its own shortcomings. 23 Simply subtracting EI from the income share, holding EI steady over time, or controlling so as to mirror growth in other income groups is also problematic because doing so would fail to distinguish how much of EI growth is due to tax shifting and how much to structural changes in the economy. Another way to think about EI growth would be to examine trends in dividend income over time: to the extent that business income is being shifted to individuals, dividend payments may be expected to decline.
Although each of these methods is imperfect, future research should shed some light on the extent to which income inequality at the top end has been inflated by a shift to taxing business income on a pass-through basis. 
B. Pass-through income across the entire distribution
Another area of future research concerns the distribution of pass-through income across the entire income distribution. This paper has only considered the distributional effects of passthrough income among high-income taxpayers. It has not addressed the question of how passthrough income is distributed across the entire income distribution. It is generally assumed that high-income taxpayers receive the majority of pass-through income. However, as with the highend of the distribution, knowing precisely how much pass-through income goes to which income groups is important if we want to determine the effect of pass-through income growth on the entire income distribution.
To answer this question, researchers will need to look beyond the WTID. Befitting its name, the WTID includes much more information on incomes at the top end of the distribution than it does for incomes below the top. Specifically, while the WTID provides historical data on the annual composition of income for taxpayers in the top 10 percent of the income distribution, it does not do so for the bottom 90 percent of taxpayers. As a result, we cannot directly measure the distribution of pass-through income across the entire distribution using only WTID data.
One way to solve this problem would be to reconcile the WTID with other data. Yearly totals of pass-through income are available from the SOI's Integrated Business Dataset (IBD). of the effect of pass-through taxation across the entire income distribution. To obtain a measure of the total amount of pass-through income flowing to the bottom 90%, we would subtract the total amount of entrepreneurial income flowing to the top 10%, which we can derive from the WTID, from the total amount of pass-through income for each year, which is represented in the net income figure. 25 In practice, reconciling these two data sources has proven difficult, in part because the IBD figures do not seem to capture all of the EI represented in the WTID data. In a future paper, I plan to look more closely at this issue in the hopes of determining the distribution of pass-through income across the entire income distribution.
C. Business income as personal income
This paper has proceeded from the assumption that it is important to account for the effects of pass-through income on total income figures. However, this assumption is not selfevident. In fact, there is some justification for treating pass-through income as a form of individual income. For instance, pass-through income can often be viewed as a form of labor income, as in the case of a sole proprietorship or partnership. Still, in many cases taxpayers may choose to receive pass-through income to avoid paying the corporate income tax. In such situations, pass-through income may capture income that might be more attributable to tax shifting than underlying economic changes.
Given these competing conceptions, the WTID researchers' failure to control for the growth of pass-through income does not necessarily undermine their basic conclusion that income inequality is increasing. Rather, it points to the difficulty of defining income consistently.
Income is a concept that is open to multiple definitions and which has been measured differently 25 Net income should be used because Schedule E of Form 1040 reports out passive income and loss combined with non-passive income and loss for partnerships and S corporations.
